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...the Commission shoutd clarity that loop inputs should be
drawn from the substantial data about the incumbent’s
network that is available in sources such as the Automated
Reporting Management Information System (“ARMIS™) as
well as the incumbent’s network databases, their experience
pursuant to recent material and installation contracts, and
their engineering guidelines... In particular, network routing
should reflect the incumbent’s actual distribution and
remote  terminal  locations  and  other  real-world
characteristics, such as the incumbent’s actual loop lengths.
But the Commission must extend this principle further to
other critical loop inputs such as technology nux,
utilization, structure type, and structure sharing.

Verizon at 40,
There s no mention ol Vertizon™s abtlity to provide aceurate data on actual cable routes or
topography m any meaningful way, but merely a “hook™ to argue tor use of Verizon's

cmbedded costs.

43, As Inoted inmy initial Declaration, no party to any state UNE cost
proceeding has ever submitted a cost model or cost study that fully mirrored the real

[R
world.

I darge measure, this rellects a tacit recognition by the TLECS that forward-
looking cost principles properly applicd, and the competitive/contestable market standard
that underhes those principles. require that the routing assumptions underlving TELRIC
should be the most efficient feasible routing avatlable. Thus, while it clearly is consistent
with TEERIC that existing roads. buildings and other natural ebstacles be taken into
account in designing a forward-looking netwark configuration, no presumption is
warranted that existing [LEC network configurations are ¢lTicient responses to those

constraints. Furthermore, as Verizon implicitly scems to concede. my experience is that

15 ¢ . o : . e
See. Late Filed Opening Comments of the People of the State of California and the
Culifornia Public Utilitics Commission, at 10-11.
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ILECS do not maintain comprehensive data that permits them to accurately determine

actual network routing and topography at a detaited level,

44, Furthermore, in advocating heavy reliance on “actual™ ILEC data, the
ILECs™ Comments studiously ignore paragraph 60 of the NPRM, where the Commission
expresses concern that heavier reliance on information about embedded network
configurations would create an informational disparity that would put CLECs ata
significant disadvantage in regulatory proceedings. As | noted in my initial Declaration,
this is a eritical problem that was highlighted again and again in the fivst round of UNE
proceedings. In those proceedings. ILECs presented cost studies that allegedly relied
upon the “actual™ characteristics of their networks, Only after months of discovery
which olten had to be repeated in state after state - CLECs and the state commissions
tinally were able to determine that these “actual™ data were not actual at all.'® This
experience is strong evidenee that elforts by the Commission 1o relv 10 a greater extent on
clanued “actwal™ ILEC data would strongly favor the ILECs without improving the
aceuracy of TELRIC caleulations. Even iEECs did not actively seek 1o benelit from
their informational advantage, it would as a practical matter work to the disadvantage of
both CLECs and the stalts of the various state commissions who bear responsibility for

the technical details of these complex cases.” 1 history is any guide, however, 1LECs

16 e . . - .

" My initial Declaration included several examples of these problems. See Klick Decl. at
€5

ol

7 Recent experience with actual customer location data, which [ discussed in my inttial
Declaration, underscores the point. ILEC personnel have years of experience with issues
such as the most reliable of multiple sources for a given type of data: how 1o resolve
discrepancies between difTerent data bases for a single customer; the extent to which
mdividual data bases should or should not necessarily be consistent. given the day-to-day
uses for which each data base was designed; how to determine whether a customer
address on a particular record is a billing address or a service address: how to translate
USOCs o more generic service deseriptions; how certain field codes or file layouts

23



W Docket No. 03-173 i

[763177\:‘]r'('/m'urirm of Jolm C. Klick
A 30, 2004

will be unable to resist using their extensive aceess to and knowledge of their records on
embedded plant to their advantage  a risk the Supreme Court expressly acknowledged.

Fevizon Commnnications, 535 U8, 467. 512,

43, My mnitial Declaration also noted that it is difficult for the Commission to
“regulate”™ out of existence the ILEC advantage created by this information asymmetry
while simultancously seeking to make TELRIC calculations “more transparent.” less time
consuming, and less demanding on state commissions and related parties. Protracted
discovery disputes have been a key contributor to the complexity and time-consuming
nature ol state UNE proceedings. and an approach that sought to rely more extensively on
embedded ILEC characteristics would inevitably vesult inaddittonal etforts in discovery

without meaningfully reducing the ILECS™ unfaur nformational advantage.

AW Data on Customer Locations and Customer Scervices

46, In my miatial Declaration., Fnoted that actual customer location data are
critical in resolving routing issues, because TELRIC networks are built to service
“actual” customer locattons, Thus, forward-looking costs that seek to reflect efficient
network routings can feasibly be developed only 1f actual customer locations, and new
customer locations anticipated over the planning period, are available. His noteworthy

that the ILECS™ comments 1gnore this issue,

have changed over time. and when those changes took place: and the accuracy of data of
various vintages in a given data base. [ “actual™ [LEC data were consistent with
forward-looking cost principles, and with the competitive/contestable market standard hat
underlics those principles. this additional burden on CLECs and state commissions might
be unavordable. But because use of these data is presumptively inconsistent with these
euiding principles, there is no reason to saddle other parties with this burden.
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vest that JLECs now

o

47. Recent develepments n state UNE proceedings su

o
mamtain data on actual customer locations (which are either already geocoded, or
capable of being geocoded)y and both the USOC (Universal Service Ordering Code) and
COS (Class of Service) data by customer. The BellSouth Telecommunications Loop
Model ("BSTLM™) uses data from the CRIS and CABS systems, including information
on USOCs and CLASS. Similar data have recently been produced by SBC and Verizon
m Calitfornia, and by Qwest in \\’;mhinglon.m These data have been successfully used as

. . . . 15
mputs to computerized forward-looking cost models.

48. The HLECS™ comments also fail to address the need for the ILECS to
provide more detailed data on existing and forecasted changes in services demanded by
their customers. This is fronie, because data on the services demanded by cach customer
determine the types of factlities that must be constructed along the various routes. A

combination of data an current customer locations and services demanded by these

Ix . . . . . . .

Verizon has recently relied upon data from its AAIS system. which focuses more on
facilities than customers. For the reasons discussed below, data on current facility
locations 15 less relevant to TELRIC than data on current customer locations.

1 - . . i
Until the existence of these data on actual customer locations became known, the

forward-looking cost models used in TELRIC proceedings made simplifying assumptions
about customer locations. As [ noted in my initial Declaration, there is no reason to
believe that these simplifving assumptions understated costs, compared with the results
that would achieved using actual customer locattons, because the simplilying customer
location algorithms used in existing cost models tend to distribute non-geocoded
customers evenly (and widely) along roads ar within geographic arcas. As a result, even
a small number of “surrogate™ customer locations will be distributed to the far ends of the
particular cluster or serving arca. This tends to overstate route mileages because
customers actually tend to be concentrated rather than evenly distributed, and because it
i1s less expensive to serve concentrated customers than to serve customers that are widely
disbursed. Thus, accurate customer location data are likely to reduce costs, and are
thercfore critical to an accurate calculation of forward-looking costs. My initial
Declaration cited a decision by the Kansas Corporation Commission that supports this
conclusion,

(o
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customers, and forecasts of changes in these parameters over the planning period, are
necessary for accurate estimates of TELRIC, because the torward-looking network must
reach these customers with the facilities necessary to provide the services cach customer
demands in the most etficient manner possible. As Inoted in my initial Declaration, use
of accurate customer locatton and demand data can significantly affect the level of

TELRIC that is calculated.

B. Geography and Toepography
49, Opening Comments filed by [LECs 1gnore data on actual customer

locations and services, and focus instead on the issues of geography and topography.
Instead of dealing with the substantive issues raised by €4 60-63 of NPRM, however, the
ILECST Opening Comments seck to suggest that incorporating the cxisting topography of
the tncumbent LEC™s networks necessarily requires the use of embedded costs. Asa
conceptual matter, the discussion above suggests that such a logical feap is inconsistent
with the fundamental underpinnings of TELRIC and the competitive market standard. It
s also importam for the Commission to recognize that such a logical feap is unwarranted.
Real world constraints - such as roads. buildings and other natural obstacles - can be,
and should be, accuratety accounted for without reference to the ILECs embedded cost

dara.

50. Paragraph 63 of the NPRM explicitly abserves that the existing road
network in a particular geographic area is a good surrogate for existing
telecommunications nghts-of-way that take these obstacles into account, yet 1 could find
nothing in the ILECS” Comments that addresses this portion of the NPRNM. This 1s

understandable, because making use of the Commission’s logic in this regard would
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permit TELRIC calculations to be made that take such obstacles into account without

depending on embedded cost data.

51 In fact, as I noted in my mitial Declaration, certain compulerized forward-
looking cost models currently route distribution and feeder cables along the existing road
network in a given study arca (specifically, | noted that the BeliSouth
Telecommunications Loop Model already incorporates this capability, and that the IFCC
stalt apparently has undertaken the work necessary to provide the same capability as part
ol its Synthesis Model): other cost models employ the road network as a mechanism for
identifying surrogate customer locations (when geocoded customer Tocation data is
unavantable) and use rectilinear (or “right-angle™) routing i designing the feeder and
distribution networks. Tellingly. many ILEC cost studies do not exphenly use the read
network at all. and rely instead on simplifying assumptions in constructing distribution

and feeder cables. Klick Decl. at € 30.

32 The point ol that section of my inital Declaration was to demonstrate that
all of the computerized forward-looking cost models in use in state UNE procecdings
todav already recognize the need to take into account the various limitations on routing
identified in the NPRM, and to demonstrate that the evidence strongly suggests that use
of actual cable routes - assuming they could be accurately developed from ILEC records

- would be unlikely to significantly change the level of TELRIC costs from those that are

caleulated using rectilinear routing. Klick Decl. at 4 57.

33. My initial Declaration identilied three logical possibilitics for wlenufving
the “real-world attributes of the routing and topography of an incumbent LECs

network.™ One was to reproduce every single cable, pode. conduit and trench that the
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H.EC currently has in place in the study area, and place the same mix of cables of the
same sizes along these structure configurations. The second was to attempt o follow the
actual configuration of the cable routes ina study area, but permit cable sizes, cable type
(copper versus fiber). and structure types to vary m order to reflect the least expensive
approach on a current cost basis. The third option was the one articulated in paragraph
64 of the NPRM. /.. that the current assumption requiring existing wire center locations
10 be used be extended to other components of the network, such as feeder routes or
remote termnal locations. Most of the ILECs appear to advocate some form of the first
alternative, or a combination of the first and third alternatives. BellSouth at T4; Qwest at

30-32: SBC at 37-38: Verizon at 40.

sS4 As | noted in my mitial Declaration, however. the first ol these options is
unworkable, Ttis my expertence that ILECs simply do not maintain records that can
accurately deseribe, i any sort of readily retrievable and uscable faslion, what 1s actually
in the ground today 1 any given distribution area, wire center area, or certainly full study
arca. Paragraphs 60 through 67 of my inttial Declaration explained why the mformation
LLECs have available on the configurations and compositions of their outside plant
nctworks are subjeet to significant errovs, and that the only way to try o obtain rehable
ILEC owside plantinformation would be to seck to obtain and cross-reference
information trom numcrous individual departments within an [LEC in an effort to obtain
a reliable record of actual cable routes,”™ or to rely on piccemeal and incomplete
hardcopy maps that may sull be available. Because these data would be voluminous, are
maintained at a very atomistic level, and in many cases are i idiosyneratic and
incomplete hardeopy format, they would be virtually impossible to use consistently ina

TELRIC costing elfort. Further problems in relying on ILEC data exists because

28
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incumbents maintain poor record keeping by failing to update outside plant cable
dragrams for retired plant. The Opening Comments filed by the ILECs do not address
these real-world impediments to relying upon “actual™ embedded plant data to develop

embedded or reproduction costs.

35, As noted above, Vertzon's Opening Comments suggest that actual cable
routes can be incorporated by requiring the network modeling to “retlect the incumbent’s
actual distribution and remote terminal focations.” Verizon at 40, BellSouth advocates a
simifar approach. BellSouth at 14 This is the third option discussed in the NPRM. In
Verizon Conmunications. the Supreme Court acknowledeed that the FCC's “scorched
node™ approach of regearing TELRIC studies 1o incorporate existing wire center locations
mto TELRIC caleulations itroduced an element of mefficiency into the Comnussion’s
current approach. Verizon Commmications, 335 .S, at 305, Extending this approach to
remote terminals and SAls, as advocated by Venizon and BellSouth, would sumply load
addivonat mefticiencies o TELRIC caleulations, moving UNE prices further from the
competitivecontestable market standard that the NPRM states should continue to guide
the development of TELRIC, NPRM at 16, As I noted in my imitial Declaration, even
if accurate locations for these faciities could be provided by the ILECs, existing remote
terminal/DLC and SAl locations, and the existing feeder routes that connect these
locations to their serving central office, make sense onfy i the existing customer serving
arcas, SAls, FDIs, and remote terminals are as cfficient as those that would be
constructed by a firm entering the focal services market today. given current customer
locations and service demand patterns. My initial Declaration, and the initial Declaration

filed by Mr. Riolo, demonstrated that this is unlikely to be the case.

29
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36, In summary, the Opening Comments filed by the ILECS do nothing to
demonstrate that acewrate, comprehensive data on actual cable routings and network
topography could be obtained from the ILECs in formats and with completeness that
would make it useable for TELRIC calculations, and my initial Declaration makes it clear
that such data is not avaitable. The logical conclusion is that ILECs seek to embrace the
“tentative conclusion” reached in the NPRM only as a backdoor way ol re-introducing
embedded costs into the TELRIC calculations thercby forcing UNE prices higher to pay

for the mefficiencies inherent in the ILECSs® current network configurations,

37 My initial Declaration demonstrates, however, that 4 63 of the NPRM is
the key o satistying the NPRM s tentative conclusion without relying on embedded cost
data. ie. by using state-of-the-art computerized forward-looking cost models that rely on
the existing road networks (or rectilinear routing as a surrogate) in constructing feeder

scocoded customer locations

o

and distribution cable routes required to serve accurately
precisely the approach BellSouth asceribes 1o its own TELRIC loop model. BeliSouth at

I,

VI EXPENSE FACTORS

58. At paragraphs 109 through 113, the NPRM poses a serics of questions
concerning the caleulation of forward-looking expenses in the development of TELRIC,
some of which suggest a concern by the Conunission that the commonly used approach
of applying annual cost factors ("ACFs") 1o forward-looking investments could have the
cffect of understating forward-looking expenses. TLECSs have certaindy made that claim
in a varicty of jurisdictions, and their Opening Comments in this procecding are true to

form, suggesting that ACEs are fundamentally fawed, and that the correct sotution is o
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rely on the current absolute levels of their embedded expenses. Verizon at 57-60; Qwest
at 47-53; SBC at76. Even where an ILEC appears to agree that ACFs arc appropriate,
this turns out to be a ploy for arguing that recent embedded operating expenses are the
best estimate of forward-looking expenses. Verizon at 58-60; BellSouth at 44-45. As 1
explained in my initial Declaration, however, the ILECs™ embedded expenses do not
reflect “the forward-looking costs of operating a network™ efficiently. and use of ACFs

may actually overstate forward-looking expenses.

59, Paragraphs 1] through 121 of my initial Declaration summarized
evidence from other network industries that demonstrates that reductions in expenses
comparable to those that are generated by applving the ACF approach in TELRIC cost
studies have been achieved as these mdustries have been subjected more directly to
competitive pressures. Fargued that the experiences in these industries is strong evidence
of how much morc inexpensively a provider of local telecommunications services
operating in a competitive or contestable market could be expected o operate over the

long-run.

60, Most fonward-looking models and cost studies {iled by both CLECS and
ILECSs in state UNE proceedings have employed ACFEs - it (s a standard costing approach
that has been emploved in the industry for years ™ And my iitial Declaration
demonstrated that there are reasons to belicve that embedded [LEC expense data, actually

overstates forward-looking expenses.

ol Fiest, ILECs are currently making significant reductions in expenses

&

associated with their wireline businesses. My initial Declaration cited. for example. to

R . -6
See, Verizon at 38, n. 97,
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Verizon’s third quarter 2003 sarnings conference call 1o analysts, in which it stated that
“[w]e continue to make excellent progress, taking costs out of our wircline business is
essential. Ttallows us to continue 1o invest in growth arcas and create value for our

"

sharcholders.™ The mnovations helping to create these expense reductions inchide “GPS
systems. advance mobile computing solutions with wireless connectivity for our field

personnel and IT solutions that automate processes. reduce manual intervention and

. . 21
speed up ordering processing.”
62, Smilarly. I quoted from SBC's November 13,2003 analysts meeting, in

which the company stated that “[t]he shortterm [cost cutting] efforts are mmportant. but
obviously. we need to dig a lot deeper. We must have a cost structure that yields far more
operating efficiency. So across the entire wireline organization. we're standardizing
technology to simplify operations. We're consolidating centers; we're elimmating
regional barriers and migrating 1o standard 0SS platforms across the nation. We're also
developing new functionalities and enhaneing tools 1o become more productive and
ethicient. We're automating and mechanizing processes o optimize workTows and we're

shedding costs to IV R [interactive voice response” and to the web.™

03 This 1s not surprising because newer technologies are more efficient to
operate than existing technology. 1t is a widely-recognized fact in the
telecommunications industry that maintenance expenses for fiber cable are a fraction of
those required 1o maintain traditional copper facilitics.” Various cquipment vendors

frequently tout reductions in operating costs that are available with state-of-the-art

2 . : o
Ihese statements to analysts are in stark contrast to statements made in Verizon's
Opening Comments that stggest that costs per line are increasing. See Verizon at 59.

R}

7 FCC Synthesis Model (expense module at worksheot tited =96 Actuals.™).

ld
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equipment. For example, Alcatel tells its customers that “Alcatel optical solutions are
designed to help you improve network elliciency, increase overall reliabitity and reduce
the total cost of ownership (TCO) of your transport networks.”  Regarding optical fiber,
1t states that “[wle provide an extremely reliable and low-cost physical network solution,
with the lowest cost per available bit. These cost savings are due 1o our unique network
deployment technology.™  Lucent makes similar claims, stating that its core optical
DWDM transport system “slash[es] equipment and operational costs.” can “reduce your

23

capital expenses.” and “can help improve yvour bottom-line without trade-offs.” ™

03 While the ILECs arc in the intial stages or i the midst of such expense
reduction programs, proper implementation the forward-looking perspective of TELRIC
requires that these reductions in operating expenses be fully reflected. Use of embedded
expenses (ACFs based on embedded expenses) that do not reflect the full realization of

these cost-reducing mitiatives overstates lorward-looking operating cxpenses.

63, Furthermore, the regulatory lag inherent in TELRIC proceedings means
that cven the extent to which such cost reductions have already oceurred 1s under reported
when embedded cost data are employed. Thus, as [ noted in my initial Declaration, cost
reductions that occurred during 2003 will not be reported until afier the year has closed,

and would be unavailable for use in TELRIC cost modeling until mid- o late 2004,

66. Finaily, advances in manufacturing processes and technological

improvements have made outside plant assets more efficient to operate and less costly o

onsclector/include/index.ihtml_ A& DAV -solselportfoliod:
http:/www. aleatel.com/solutions ‘solutionsbyfamily.jhim!? DARGS ~/common/solutions
clectorineludesolutionsbyportfolio jhtml_A& DAV-solscllamilv!7:

hitp/Awww lucent.com/solutions’core_optical html.

)
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maintain than are the carlier generations of assets reflected in the ILECs” embedded asset
bases. My initial Declaration cited examples such as (1) newer DLC systems flexible
enough to adapt more readily to changes in customer demand with minimal manual
intervention, (2) reductions in maintenance expenses generated by the ability to simply
change out faulty line cards, (3) GR-303 switch interfaces that reduce the amount of
capper 1n the plant and minimize the extent to which technicians must physically handle
individual copper pairs, and (4) improvements in fiber and copper cable manufacturing
and testing techniques, and the higher proportion of fiber in the outside plant network,
which should reduce the number of outside plant repair technicians. Klick Decl. at 49

127-128.

67. All of these downward trends i expenses are occurring when the cost of
purchasing state-of=the-art assets s also dechmng. Significant evidence indicates that the
telecommunications industry is experiencing declining equipment costs.  Material costs
have decreased since 1996 Tor key inputs used to construct telecommunications plant.
such as copper and fiber cable. The ULS. Geological Survey shows that copper costs have
declined by more than 31 pereent between 1996 and 2002 (a 39 percent reduction in
constant dollar terms).™ The declining cost of fiber cable, and the associated electronics.

also has been well documented by a variety of sources, including sources sympathetic to

the ILECs™.™

o ~ . . . - P . . o . - o
1 U.S. Geological Survey, fistorical Statistics for Mineral Commadities in the United
Stares, August 28, 2002,

= See. for example, Telecom Boonr and Bust -What Happened? Morris W, Westerhold
President, TPC Consulting, Ine. March 1, 2003, pages 22, 34 and 44,
hitpiengrsmuedw FETS/7302/W08_7302.ppt
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68. As the following quotations make clear, the prices of other network
equipment also have experienced price reductions:
Today, with the declining cost of optical components, the adoption
of new splicing and trenching techniques, and the advancement in
technology, we arc able to offer to the market a very high speed
bandwidth solution with compelling economics,” said Ron Foster,
Vice President of Marketing for  Alloptic. “Our  Alloptic
homeG.E. AR 1000 allows service providers to drive fiber directly
to the subscriber’s home. deliver massive bandwidth to support a

full range of high speed services and 1t is all done at a dramatically
. . , w26
lower cost per bit than any other option available today. §

69. This downward trend in equipment prices has also been confirmed by a
number of recent industry publications. For exampte. an article trom Brodadbard Week
states: "There is no denying the downward trend of equipment prices, ranging from
sophisticated switching gear to fiber optic cable.”™ Similarly. incumbent executives
have touted their success in achieving large price declines. One such example is a
statement by Joseph Nacchio, former chicl execcutive of Qwest Conununications
International: " We've been able to take advantage of an extraordinarily favorable
pricing environment from our supplicers who are scrambling for every dollar they can
eet,” Nacchio said in o May 2001 conference call with analysts. “We're just pressing
vendors across the board--whether it’s optics. DSL. adding switched ports or software

. . e3n28
releases. [t7s become a buyer’s market and we're taking advantage.”™ In sum. the

26 ; : . ) .
" hipwww lightreading com/document.asp?doc id=10048

' Broadband Week, “Lquipment Prices Dropping, But Not Plunimeting,” Ken Branson.
June 4, 2001,

N CNET News.com, “Telecoms Anticipate Price Cuts for Gear,” Wylie Wong and Sam
Ames, May 25, 2001, The prices of other inputs used to construct telecommunications
plant, such as copper, atso have fallen dramatically since this Commission last
determined the cost of UNEs.

[
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material cost of these key inputs has fallen dramatically since this Comnussion last

determined the cost of UNEs.

70. Even [ILECs do not dispute the fact of declining equipment prices,
Verizon submitted evidence in the Virginia UNE pricing proceeding that it has
experienced such declines, For example, in that proceeding, Verizon identified “central
olfice switches and fiber optic carrier systems as types of equipment that have

. - - - 5224 - -
cxperienced declining prices in recent years.” Verizon also presented cvidence that the

. N . : 2y
material costs for transport equipment had declined.

71. Major ILECs, such as Verizon and SBC. also have benefited extensively
from merger-related savings and cfficiency gams (such as improved purchasing power)
that have generated reductions in both expenses and investment over time. For example,
m the Bell Atdante NYNEX merger, Verizon claimed that it would achieve nearly S1
billion in annual savings from operating expenses reductions (including. corporate staft’
reductions, product management, development of new software systems, procurement
sasings [rom expanded base, ere.) and capital savings (increased volume discounts the
two companies will obtain when they pool their annual network capital expenditures and

~ . : , Y
consolidate field trials of new equipment and test laboratories.)”

72. Verizon also argued that the merger would facilitate the deployment of

broadband and other advanced serviees:

W L ,
Virginia Arbitration Order % 109,

Y Id 8 525,

1 See Memorandum Opinion and Order, /n the Applications of NYNEN Corporation and
Bell Atlantic Corporation (File No. NSD-1.-96-10) For Consent to Transfer Control of
NYNEX Corporation and Irs Subsiciaries, FCC. August 14, 199789 160-165,



Reply Declaration of John C. Klick 7 WC Docket No. (03-173
January 30. 2004

The merger will hasten the deployment of broadband in three
ways: (1) the merger will reduce certain per-unit costs such as
software development which, post-merger, could then be spread
across a larger customer base; (2) not only will the merger increase
the merged entity's financial strength (and, with such strength,
hopefully lower its cost of capital), but the merger will also create
substantial cash savings, some or all of which Applicants intend to
mnvest into broadband network deploeyment; and (3) given the size
of the merged entity’s geographic footprint, the merger would help
mitigate many of the numerous network compatibility problems
the industry is currently c,sq)cricncing.32

73. During the Bell Atlantic GTE merger, Bell Atlantic publicly committed 1o
Wall Street and its investors that it would achieve the merger related savings it forecast

In therr intial application, Bell Atlantic and GTE claim that three
years from the merger’s closing, the merged entity will achieve S2
billion in annual expense savings and $0.5 billion of annual capital
expenditure savings. The Applicants claim an additional §2 billion
in revenue enhancements {rom creating and deploying “innovative
data and other services.” improving the value and speeding the
deployment of long distance services. and spreading best practices
to more efficient market existing services.™

74, In secking approval for its mergers, Verizon also promised new services
and tocal competition:

These financiad efficiencies will allow the new company to meet its
commitnients Lo improve service guality, accelerate new services,
and build out CLEC businesses in Los Angeles, San Francisco, San
Dicgo, Dallas, Houston, Austin, San Antonio, Chicago, Cleveland.

el 4 166-167.

> See Memorandum Opinion and Order, In re Application of GTE CORPORATION,
Transferor, and BELL ATLANTIC CORPORATION, Transferee For Consent to
Transfer Control of Domestic and International Scetions 214 and 310 Authorizations and
Application to Transfer Control of a Submarine Cable Landing License, CC Docket No.
98-184, FCC, June 16, 2000, 99 239-241. Secc also Declaration of Doreen Toben, Inre
Application of GTLE CORPORATION, Transferor, and BELL ATLANTIC
CORPORATION, Transferee For Consent to Transfer Control of Domestic and
International Sections 214 and 310 Authorizations and Application to Transfer Control of
a Submarine Cable Landing License, CC Docket No, 98-184, FCC, September 30, 1998,
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Cineinnatl, Indionapolis, Detroit, Miami, Orlando, Jacksonville,
Raleigh, Nashviile, Memphis, Louisville, Scattle, and Portland.

The public interest is indisputably advanced by the use of fewer
cconomic resources to produce the same services, let alone by the
combination of complementary resources to pmducc improved
services and o enable new ot stronger market entry.”

75. In Verizon's Fourth Quarter 2001 Investor Quarterly, Verizon's Chairman
and Co-CEO stated:
In Verizon's first full year of opcration, we have repeatedly
demonstrated the strength of the GTE and Bell Atlantic merger.
We achieved solid results for the quarter and for the year despite
the continuing downturn in the economy. Synergics have enabled

us to continuously reduce expenses. while our combined assets
have given us a more diverse geographic base and product line”

70. Other major ILECs, such as SBC . have projected large savings from the
technological advancements that were in part facilitated by mergers. For example, SBC
stated that ~[tThe efticiencies SBC expects to gain will pay tor the cost of the [Project
Pronto] deployment on an NPV [Net Present Value] basis. These efticiencies are
conservatively targeted to vield annual savings of about $1.3 billion by 2004, and SBC
provided examples ol how those efficiencies would be realized:

By avoiding dispatches on many installations, SBC expects to
realize cfficiencies in its installation and maintenance operations.
Other anticipated efficiencies will come from reduced activity

required m the remaining copper plant because of improved
it M
reliability.

* See Declaration of Doreen Toben, In re Application of GTE CORPORATION.
Transferer, and BELL ATLANTIC CORPORATION, Transferce For Consent to
Transfer Control of Domestic and International Sections 214 and 310 Authorizations and
Application to Transfer Control of @ Submarine Cable Landing License; CC Docket No.
093-184; IFCC: September 30, 1998, 4 5

*See Verizon Communications. Inc., Fourth Quarter 2001 Investor Quarterly at 2.
* See SBC Communications Inc. Investor Briefing. October 18, 1999,

I,
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Reduced spending on feeder facilities represents 70 percent of the
targeted capital savings.  The broad deployment of fiber and
related electronies will substantially climinate further deployment
- i e g . 3%
of copper facilities for feeder reinforcement.”
Thus, the notton that forward-locking expenses would decline in relation to embedded
expenses at the same time the cost of forward-looking assets would dechine in relation to

embedded asset values - the concern the Comnussion has expressed i the NPRM with

use of ACFs — in fact flows logically {rom what can be observed in the real world.

77 At page 49 of its Opening Evidence, in support ol its argument that the
Commission should abandon the use of ACFs, Qwest allegedly provides “empirical
evidence™ that there is no correlation between per line changes in investment and
cxpenses. To make this demonstration, Qwest cotlected total investment per line and
total expenses per line for nine local exchange carriers for each of the years 1996 through
2002, Within cach vear. Qwest undertook a simple corrclation unu\ysisﬁcross the nine
data points {one Tor cach carrier) to determine whether there was any statistically
significant correlation in that year - fe., Qwest conducted an independent “cross
sectional™ analysis of the data for cach year. Qwest’s conclusion is unsupported by its

analysis,

78. Demonstrations of the sort that Qwest seeks to make - fe., proving a
“negative” (in this case, that no correlation exists) - are extremely arduous statistically.
because they require the proponent to investigate all of the possible ways in which these
data may be correlated belore being in a position to state that no correlation exists.
Clearly, Qwest has tailed to meet this burden with its single correlation study. Fven

Qwest’s results, which show the correlation between company-wide investment per line
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and company-wide expenses per line changing from negative to positive, with
increasingly positive correlations in the most recent four years — suggests that time could
be a meaningtul variable that should have been controlled for by Qwest. In addition, it
stands to reason that comparing company-wide ralios across companics, as Qwest has
done. could casily mask a corvelation between investiment and expenses. This is because,
as the [ILECs allege elsewhere in their Opening Comments (in arguing against any sort of
“best in class” adjustment to expense-to-investiment ratios), there may be significant
ditferences across ILECs in the mix of investment and expense types and vintages

) . ) . R
reflected in each carrier’s embedded tnvestiment base. Verizon at 60; BellSouth ar 45

79. Furthermore, during the 1996 10 2002 study period employed by Qwest,
significant changes in TLEC operational and investiment strategies - unique to individual
ILECs - were implemented. For example, some ILECs tried to create unigue business
imtiatives (such as SBC's Project Pronto): other ILECSs undertook major merger
consohidation acuvites that combined many different [ILECs. At the same time,
BeliSouth undertook no mergers, and the tormer US West merged with a tong distance
carrier to become Qwest. These ditferent business strategies abviously attect the
business focus and investment strategies of cach company. Other macroeconomic
factors, such as population and cconomic growth factors, varied significantly across
different regions of the country. The totality of all of these factors aflect the investments

and expenses of each ILEC differently, and a granular analyses 1s required to accurately

* While carrier-to-carrier differences might affect embedded data. such as those relied
upon by Qwest, this possibility should not be a signiticant issue on a forward-looking
basis, because forward-looking costs should reflect efficient, forward-looking investment
deployed in the most efficient manner - which should minimize differences across
1LECs.
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capture these relationships and to control for various effects that would otherwise mask a

refationship between expenses and investment.

80. More granular analyses of the relationships between expenses and
investments for individual companies have shown a strong correlation between expenses
and mvestiments, as demonstrated by testimony filed in a recent UNFE rate proceeding in
California. Thomas Brand and Art Menko performed regression analyses at the plant-
specific account level for all RBOC/state combinations for each year from 1994 through
2002, Data provided in the ARMIS 43-03 report were used in their analyses, and a linear
regression mode! was specitied for cach sct of expense-to-imvestment pairings: plant
spectlic operations and network operations expenses to TPIS investment, and corporate

operations expenses to total operating revenues less corporate overhead expense.

S1. The results of these regressions showed astrong positive relationship
between expenses and investments. All regressions had high R-squared values and
statistically significant slope coelTicients. ™ In addition, most of the regressions had
relatively small y intercepts, meaning that the expense-to-investiment ratios remained
relatively constant across the range of data analvzed. Brand and Menko also performed
similar analyses in a separate UNE rate proceeding in California that support these

41 -
results.” In short, the more granular analyses performed by Brand and Menko not only

“ See Joint Declaration of Thomas L. Brand and Art Menko In Support of Opening
Comments of Joint Commentors, CPUC Docket R.93-04-003 ct al., November 3, 2003,
15-18.

" See Joint Declaration of Thomas L. Brand and Arthur Menko In Support of Joint
Applicants” Opening Comments, CPUC Docket No. A.01-02-024 ¢f af., October 18,
2002, 8-12.
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demonstrate that expenses are correlated with investments, but that expense-to-

mvestiment ratios are o valid mechanism for depicting this correlation.

82. For these reasons, the simplistic analysis undertaken by Qwest is
meaningless, and acts merely to mask correlations between investment per line and

expenses per line that exist at the more granular level at which ACI's are actually applied.

83, Had Qwest really wanted to “prove the negative,” its analysis should have
- at a minimum - obtained total expense and total investment data by [LEC by state,

- 2 . »
treated these data as o “panel data set,””™ convrolled for differences across firms and

* The use of a panc] data set comprised of the total expenses and mvestment for cach
company for cach year would have helped Qwest compensate for not undertaking an
analvsis at the more granular fevel employed by Messrs. Brand and dMenko. The
advantages of using panel data sets in these circumstances are widely recognized. See.
for example:

Pancl data offer several important advantages over data scts
with only a temporal or longitadinal dimension.  First,
more  observations  are generally  available than with
conventional  time-series  data.  although  cross-section
datascts are often very large. Sceond. because pancel data
sets are not so highly aggregated as typical time serics and
because, 1 the best of circumstances, we observe the same
individual units across time, more complicated dynamic
and behavioral hypotheses can be lested than those that can
be tested using unidimensional data.

Nerlove, Mark, Essays in Panel Data ieonometries, Cambridge University Press,
Cambridge: 2002, p. 3.

Regulatory agencies have recognivzed these advantages. Inits efforts to identity
the way in which various categories of expenses were related to measures of capacity and
usage for usc in its Uniform Rail Costing System (URCS), the Interstate Commerce
Commission found:

The current URCS  regression  methodotogy  reflects
important improvements  over Rail Form A in s
exploitation of the available panel data sct, its use of

capacity measures as explanatory variab

es for fixed costs,
and 1ts inclusion ol time and firm fixed-ellTects variables. all

1
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across time by using dummy firm and time variables, investigated a range of potential
functional forms for regression equations that would relate total expenses per line to a
variety of combinations of independent variables, including investment per line, and
showed in its Opening Comments that no matter how it analyzed these data, no
correlation existed. Qwest™s approach of merely showing the results of one particular
approach to organizing and analyzing very aggregated data - which happens to show
relatively poor correlation — docs not begin to disprove the possibility of a correlation

between expenses per line and investment per ine.

hE To summarize, embedded expenses overstate forward-looking operating
expenses, and embedded investment (on either a book or replacement cost basis)
overstates forward-looking investment (because of declines in the eurrent cost of many
assets: changes i technology such as substitution of fiber for copper: and because of
inelticiencies inherent in the embedded network architecture and configurations). Thus,

to be torward-looking both network investment and operating expenses must decline vis-

of which allow greater reliance to be placed on individual
CAIrier Costs.

One of the major advantages of a pancl data set 1s that it
keeps the regression analysis from being driven by fixed-
effects across firms, like form size, and it allows for
simultancous  correction  for  heteroskedasticiy  and
autocorrclation.  Additionally, a panel data sct permits
implicit correction to omitted variables bias via the
inclusion of fixed effects.

Interstate Comumerce Commission, fx Parte No. 431 (Sub-
No. 1), Adoprion of the Uniform Railroad Costing System
as « General Purpose Costing Svstenr for All Regulatory
Costing Purposes, Sept 20, 1989, at 897,922,
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a-vis embedded data, and application of ACFEFs to torward-looking investments s a
commonly-used practice that achieves the reductions in expenses required for them to be
forward-looking. Impeortantly, evidence from the experience of other network industries
demonstrates that the level of forward-looking operating expenses generated by applying
ACFs 1o forward-looking network investments is consistent with the way the effects of

competition have affected expenses in other industrics.

35. I the Commission nevertheless determines to depart from the use of ACFs
in forward-looking cost studies, the most [easible alternative is to make forward-looking
adjustiments to actual expenses. As noted above, the ILEECs™ embedded costs do not
reflect the efficiencies that would be actuevable by a competitor entering the local
services market todayv. As aresult, significant reductions from embedded operating
expenses (comparable to those that have been achieved in other network industries that
have made a transition from regulated to less-regulated) would have to be reflected in

adjustments o embedded costs,

VI REDUCTIONS IN TELRIC-BASED UNE RATES OVER TIME, WITHIN
A GIVEN JURISDICTION, OR DIFFERENCE ACROSS JURISDICTIONS
ARE NOT EVIDENCE THAT THE FCC'S CURRENT
INMPLEMENTATION OF TELRIC IS FLAWLED.

30. In their Opening Comments, [ILECS suggest that recent state commission
decisions resulting in substantial reductions in UNE rates from those initially established
in the late 1990s demonstrate that the FCC’s implementation of TELRIC is flawed.
Quwestat 11-12; Verizon at 6-7. ILECs also argue that signiltcant state-to-state variations

m UNI: prices are hkewise evidence ol {Taws m the current TELRIC standard. Qwest at
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13-14; SBC at 20-24; Qwest/Aron/Rogerson at 35-38; Verizon at 7. These arguments

are without merit.

87. As a threshold matter, ILECs present no evidence that the UNE rates
originally adopted by the state PUCs were TELRIC compliant which should be the
foundation of any argument that significant declines in UNE prices must mean current
rates are below TELRIC, or that TELRIC cannot be reliably calculated. In many
instances, n fact. imtial UNE rates were explicitly inconsistent with the Commission’s
TLELRIC standards. and too lugh as a result. A good example of this phenomenon is
provided by the history of UNE rates for reciprocal compensation.  In the onginal UNE
proceedings, many of these rates were established at levels as high as 0.40 10 0.50 cents
per minute, based on TELRIC costs that reflected TLEC evidence alleging very high
switch purchase costs. Because reciprocal compensation rates were subject to
competitive arbitrage, CLECs chose 1o sell at this rate in licu of buying at this rate. As a
result, TLECS petitioned mudtiple state Commussions ta have these rates reduced o fevels
as low as 007 cents per minute. This dramatic reduction in overall UNT rates for
reciprocal compensation was driven entirely by actions of the ILECs, who first submitted
overstated costs for switching in the initial round of UNE proceedings, and then were
forced 1o reverse themselves when they tound themselves paying rates tens of times

larger than forward-looking costs.

38. Similarly, in its March 2003 decision establishing interim rates for
Verizon, the California PUC found that interim rates were appropriate because “the

. . . . SR
current rates for Verizon were not set based on a forward-tooking cost methodology.

43 . P - . . . . -~ vrr s
Interim Opinion Establishing [nterim Rutes for Nevwork Elenents of Verizon
California, Modifying Iniervine Price Floor Formula Adopred in Decision 99-12-018 and

+~
n
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As a result, the California PUC prescribed new mterim rates for Verizon in 2003 because
it concluded that the original rates failed to comply with TELRIC when they were first
promufgated, and because they were based on cost studies that were extremely

outdated. ™

89. A second factor leading to declines in UNE prices that is perfectly
consistent with the Commission’s current TELRIC standard are dechines that have
occurred in input prices, increases in demand, or a combination of the two. In California.
for example, CLECs were required to demonstrate that there was a reasonable likelihood
that UNE prices would decline by more than 20 percent before the California PUC would
mstitute a proceeding to re-cvaluate UNE rates. In deciding to move forward in the
ongoing proceeding, the California PUC stated:

We believe the prima facie evidence of decreased network costs,

the 1mmediate and real threat to competition posed by potentially
non-cost based rates. and the unexpected delay caused by the

Adopting Nonrecurring Prices, Rulemaking on the Connnission’s Own Motion to Govern
Open dccess to Bottleneck Services and Establish a Framework for Network drchitectinre
Development of Dominasnt Carrier Networks, CPUC No. 03-03-033, R, 93-04-003 and R.
93-04-002, March 13, 2003 at 2. See also id at 23 (“Verizon’s current rates are based on
unsatisfactory, non-forward-looking cost studies that the Commuission concluded *do not
adeqguately conform with the TSLRIC principles adopted in D. 95-12-0167" citing CPUC
Deccision 96-08-021 at 91).

I at 11 Initial rates established in many other jurisdictions, such as Maine and the
District of Columbia, were clearly nor established based on TELRIC principles. See,
respectively, Commission Decisions on Arbitrated Issues, AT&T of New England, Inc.
New England Telephone and Telegraph div/a NYNEX - Requests for drbitration
Pursuant to Section 232(8) of the Telecomnumications Act of 1996, Maine PUC Docket
No. 96-310, December 4, 1996, Petition, Att. B at 7; and Order No. 12610, fn the Matter
of the Implementation of the District of Columbia Teleconununications Competition Act
of 1996 and Implementation of the Teleconmunications Act of 1996, DC PSC Formal
Case No. 962, December 6, 20024 98,
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deficiencies in Pacific’s fihing warrant interim relief, pending a full
. . 15
proceeding on the competing cost models.™
90. Considering just two of the factors that have created the downward trend
in loop costs, the Commission found that emergency relief was justified in the form of a
o ra . L . - .
1319 UNE loop price reduction.™ It also found that the record evidence had established

L . I
that significant cost decreases also had occurred in unbundled switching.,

91, In the Verizon California Interim UNE rate procecding, Verizon
California acknowledged that certain UNEs have experienced declining cost trends.”
In the interim order. the Commisston concluded - i part based on Verizon California’s
own evidence - that switching and loop cquipment costs have declined.

Verizon does not dispute that loop and switching equipment costs
have declined.  We agree with Jomt Commenters that it is
reasonable to assume that these recent eguipment cost declines
would impact Vertizon's forward-looking UNE rates in the same
e N . . 40
manner that Pacitic’s torward-looking costs were impacted.

92. In a recent Pennsylvania UNE case. the Pennsylvania Public Utility
Commission also recognized the declining cost nature of the telecommunication industry,

and expressed concern that the Targe rate increases proposcd by Verizon were blatantly

inconsistent with these trends.

5002 Cy and WorldCom. Inc. for the Commission to Reexamine the Recurring Costs and
Prices of Unbundled Loops-in [ts First Annual Review of Unbundled Network Element
Costs Pursuant to Ordering, 2.99-11-050.

D.02-05-042. pp 14, 22 and 37.
TId atpp 17,

* See Verizon California Comment in Opposition to AT& T/WorldCom’s Interim Pricing
Proposal, R.93-04-003 and [.93-04-002, July 30, 2002, page 2.

M 1.03-03-033, pp. 1 1-12,
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The telecommunications industry continucs to be characterized as
a declining cost industry,  While we [ind this to be generally true,
it is also truec that the TELRIC methodology is imprecise and
evolving. Thercfore, it may not be surprising that in a case such as
this, some rates will go up, and some will come down, but 1t 1s the
magnitude of the variation from current rates that is of concern.
Such a substantial increase does not comport with the general

- - - . 3
industry trend of declining costs.
93, A third factor contributing to a pattern of declining UNIE rates in various

states has been an increasing certainty about the TELRIC rules. themselves, and state
commission’s increasing familiarity with how those principles are (or are not) reflected in
the various studies submitted by CLEC and ILEC parties. For example. tn its dectsion in
the Virgiia Arbitration, the FCC clarified its thinking on a number of aspects of
TELRIC implementation. that tend to reduce costs, including:

¢ Confirming its view that FCC-determined asset lives are
appropriate for the purposes of caleulating depreciation and
rejecting Verizon's proposal to rely on its financial book
lives. ™

e Rejecting Verizon's outdated loop demand data in favor of
including “reasonably foresecable demand™. ™

e Clarifying that fills should be applied to capacity required
to serve current demand, but not to capacity already sized
to meet ultimate demand.™
94, In a similar vein, the Massachusctts Public Utility Commission noted that
it took into account more current guidance from the FCC regarding TELRIC in updating

1ts UNI orders:

* Final Opinion and Order, R-00016683. Generic Investigation Re Verizon Pennsylvania
[ne.’s Unbundled Network Element Rates, December 11, 2003, pages 43-44.

"' VA Arbitration Order, paragraphs 112-116.
VA Arbitration Order, paragraphs 30-31.

VA Arbitration Order. paragraphs 246-247.
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While the Department will rely on its carlier findings in
Consolidated  Arbitrations  about  what  constitutes  TELRIC,
additional guidance from the FCC about TELRIC since 1996, as
well as the parties” and the Department's actual experience since
that time. may lead us to develop our precedent in view of the
. 54

1ssues presented here.

95. Recent state commission decisions also exhibit a growing awareness of the
flaws in ILEC “TELRIC™ studies that may not have been obvious in the initial UNE
proceedings, and the 1LECS™ penchant for “gaming” the regulatory process. For example,
in concluding that it would accept evidence based on cost proxy models in the interim
phase ol the current SBC UNL proceeding, the California PUC was obviously influenced
by SBCs inability to cither reproduce the carlier results the California PUC had relied
upon in establishing s mitial rates, or to re-run the prior cost study with more current
inputs - problems that clearly caused the California PUC to question the SBC evidence it

had relicd upon to initially establish UNE loop rates.

90. In the current UNE proceedimg m Miclhigan  which arose because SBC
asked the commission to review its costs of providing access to Hs network by
compelitive carriers {citing the need to assure adequate fundimg for 1ts network, protect

customers, retain jobs, and ensure competition) - the stalf raised concerns about tactics

YD.T.E. 01-20 fnvestigation by the Department of Telecommunications and Eneray on
its ovwn Motion into the Appropriate Pricing, based upon Total Element Long-Run
Incremental Costs, for Unbundled Network Elements and Combinations of Unbundied
Nenvork Elements, and the Appropriate Aveided-Cost Discount for Verizon New
England, Inc. d/b/a Verizon Massachusetts’ Resale Services in the Commonwealth of
Massachusetts, at 22

hh

CA Interim Order Re Apphication of AT&T Communications of California, Inc. (U
5002 C) and WorldCom, Inc. for the Commission to Reexamine the Recurring Costs and
Prices of Unbundled Loops in Its FFirst Annual Review of Unbundled Network Element
Costs Pursuant to Ordering, 12.99-11-050, pages 3-6.
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SBC has used to re-litigate certain positions that had been explicitly rejected by the
Commission in previous UNE cases:

[tJroubled by the apparent abandonment of the presently approved
models.™

[S]een nothing that convinces the Commission that it should
deviate from its prior orders.

97.  The stafl has also raised concern about SBC Michigan’s cost presentation
because

[Tlhe starting point for SBC's analysis does not start with the
ending point of the prior cost study case (Case 11831). It is clear
that much of the cost inereases proposed by SBC result from SBC's
presentation of positions that have been considered and rejected by
the commission in two previous SBC cost proceedings. (Cases U-
11280, U-11831)

o8, In another example, m recent UNE proceedings m Pennsyivania,
Marviand and Virginia. the state or federal commissions evaluating Verizon's cost model
cvidence clearly identified and rejected Venzon™s attempt to recover its fulll embedded
operating expenses as part of forward-looking costs through application ofa “Forward
Looking Current Conversion Factor™ ("FLCT™Y. Inrejecting Verizon's FLC factor, the
Pennsylvama PUC found:

We reconsider our approval of the Forward-Looking Conversion
Factor, also referred 1o by Verizon PA as a Forward-Looking to
Current Conversion Factor (FLC). On consideration of the record
hercin and the positions of the parties we, hereby, reject the
proposed FLC adjustmient to Verizon PA’s Annual Cost Factors
(ACFs) in the manner implemented by Verizon.  We find that
Verizon PA's implementation of the FLC in this proceeding 1s
circular in nature and has improperly resulted in an overstatement
of TELRIC-adjusted cxpenses. Consequently, the overstatement

" State News Wire, January 23, 2004, MICHIGAN -- Staff 'troubled” over revised SBC

cost models. http:Awww ircomr-insight.
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of TELRIC-adjusted expenses has resulted in an excessive
allocation of expenses used in Verizon PA's recurring cost model
~ . . ~ N 57
for the determination of UNE rates, ™

Therefore, based on the foregoing, we shall describe the flaws in
Verizon PA’s application of the FLC factor in these proceedings
and direct Verizon PA to correct these flaws in its compliance
filing. The proper application of the FLC factor, by itself, should
result in an overall reduction in UNE rates from the December 4,
2002 cost model run, *

To the extent Verizon PA proposes an FLC or “FLC-like”
adjustment for consideration in the pending, consolidated loop cost
proceeding, it shall bear the burden of proof and provide all
supporting work papers for its computation of this factor. See
Docket No. R-00028028, Verizon Consolidated Loop Cost Study
Proceeding,  Verizon PA shall have the burden of proof that the
FLC 1s caleulated properly and does not result in a “ciecudar™
restoration of cmbedded expenses which are not acceptable as
valid puts in a TELRIC-compliant loop cost model.  Our
conclusions herein shall be without prejudice to a thorough
consideration of any proposed FLC of "FLC-like™ adjustment in
the pending, consolidated loop cost proceeding and  without
prcjm}i)cc to whether the FLC should be replaced with the CC/BC
ratio.

99, I the Arbitration before the FCC regarding Verizon Virginia's UNE rates.
the FCC reached the same conclusion:

For smmilar reasons, we reject the FLC factor advocated by
Verizon. The purpose of the ACFs is to calculate forward-looking
expenses by multiplyving an  expense-to-investment  ratio by
forward-leoking investment. Although Verizon purports to do this,
m fact it estimates forward-looking expenses based on past
expenses, adjusted for productivity and inflation as described
above. Then, with the FLC factor, Verizon develops its ACFs,
which it then uses to “calculate”™ the same forward-looking expense
figure with which it started. As AT&T/WorldCom note correctly.,

57 - . . , S . . :

" Tentative Order, Generic Investigation Re Verizon Pennsylvania Ine.'s Unbundled
Network Elenient Rares, Pennsylvania Public Utility Commission. R-00016683, page 57-
59
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the approach taken by Verizon is circular because it starts with

forward-looking cxpenses, which 1s supposed to be the end result
- ope - 60

of the ACFE calculation.

Because Verizon's FLC adjustment does not produce a meaningful
estimate of forward-looking expenses, and therefore is inconsistent
with the Commission’s TELRIC pricing rules, we will depart
slightly from baseball arbitration and use an alternative adjustment
to the 1999 cmbedded investiment figures. Specifically, rather than
multiply Verizon’s 1999 mmvestment figures by the FLC factor, we
believe the better approach is to multiply these figures by a CC/BC
ratio, as AT&T/WorldCom propose. As the Commission explained
in the Inputs Order, the CC/BC ratio 1s necessary to convert the
embedded 1nvestment figures to current investment figures. 386
The CC/BC ratio 1s greater than 1.0 for accounts where costs have
increased over time, and less than 1.0 for accounts where costs
have dechined over time. Because the record does not include
CC/BC ratios for Vertzon tor 1999, we will use the 1998 CC/BC
ratios adopted by the Commission in the Inputs Order. These ratios
represent the results from five mcumbent LECs, two of which were
Bell Adantic and GTE.  Accordingly, in the absence of record
evidence ol Verizon's actual CC/BC ratios, these ratios should
serve as an adequate estimate.”! (footnote omitted)

100, Tnanother example. this ane from the states w which Bellsouth operates,
stute commissions have gradually become aware that BellSouath’s reliance on “lincar
loading factors™ (often referred to as engineered, furnished and installation factors
(CEF&Is™)) significantly overstates forward-looking mstailation costs:

Various parties argued about the validity of the models BellSouth
filed in this proceeding, but no other party filed cost models for
this Commission to evaluate and consider in sctting UNE rates.
The issue, as it relates to cost methodology, is whether linear
loading factors or a “bottoms-up” version of the BSTLM should be
used to establish rates for unbundled loop and loop combinations.
Even though subject matter expert opiton 15 needed to determine
some of the tnputs for the “bottoms-up™ approach, this method of

" Memorandum Opmion and Order, FCC, CC Docket No. 00-218 and CC Docket No.
00-251, Adopted: August 28, 2003 (*Virginia Arbitration Order™), 4139,

" Virginia Arbitration Order 4140,

N
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calculating loop investments at a very discrete level is preferable to
assuming installation costs are directly lincar to material costs.

The Commission is not persuaded by BellSouth’s argument that
other Comumissions have used linear loading factors to sct rates, or
by the FCC’s approval of BellSouth’s 271 application for Georgia
and Louisiana based on rates set using linear loading factors. As a
preliminary matter, the Commission 1s not bound by the decisions
of other state commissions.  Also, the FCC does not conduct a de
novo review of UNE rates, Instead, the FCC relies on the state
commission to determine UNE rates, and the FCC’s analysis is
limited to whether the UNL rates fall “within a range of what a
reasonable application of TELRIC would produce.” (Footnote
Omitted)

kek

Having delineated the scope of the FCCTs review., the Commission
turns to the discussion of whether lingar loading lactors or a
“bottoms-up™ version should be used. At the ume of previous
Georgia Commussion cost hearings, BellSouth had  not yet
developed the BSTLM, and the only option was to use linear
loading factors to set UNE rates.  lowever. BellSouth has now
improved upon its previous loop model by including o capability
that allows the user to determine the total investment for cach
piece of equipment based on the specific equipment, its size and
material and mstallation costs. Lincar loading factors. on the other
hand. distort the investments for equipment as the size of the
equipment increases.  The FCC has specifically rejected use of
embedded costs - accounting data — to determine TELRIC bascd
UNE rates. 47 C.F.R.§51.505()(1).  In stating that embedded
costs shall not be included in the determination of TELRIC based
UNLE rates, the FCC defined embedded costs as “the costs that the
incumbent LEC incurred in the past and that arc recorded in the
incumbent LEC's books of accounts.” Id. Lastly, use of linear
loading factors, as some CLECs in this proceeding have argued,
results in distorted deaveraged UNE rates. This distortion results
from the loading factors overstating the costs for equipment in
higher density arcas and developing “average costs.”  The
Commission concludes that UNE rates in this proceeding for
unbundled loops and loop combinations shall be determined using
the “bottoms-up™ capability of the BSTLM."

0 | - T : - P . e

" Order, Docket No. 1463 1-U. Gieorgia Public Service Commission, Review of Cost
Studlies, Methodalogios, Pricing Policies, and Cost Basced Rates for Intercomection and
Uinbundling of BellSouth Teleconumunications, fne. s Services, June 25,2003, page 10-
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101, In yet another example, the Massachusetts PUC rejected Verizon's efforts
to litigate the proper interpretation of TELRIC principles, noting that:

AT&T and WorldCom correctly observe that some of Vertzon's
arguments and interpretations represent Verizon's view ol what
Verizon wants TELRIC to be, rather than the FCC's requirements
or guidance (WorldCom Brief at 6-7; AT&T Bricfat 6-7). For
example, Verizon criticizes the "scorched node" and "dropped in
place” charactenistics of a network modcled under TELRIC, but
those characteristics are part of the FCC's description of its
TELRIC method. In this Order, the Department is guided by the
FCC's rules and statements about what constitutes TELRIC.®

13. The Florida Commission came to a similar conclusion about the overstated and non-
forward looking nature of tincar loading factors in BellSouth™s cost model, and also
ordered the bottom™s up version of the model Tor UNE costing purposes.

We begin by noting that BellSouth™s witness Caldwell munally
recommended engineering factors drawn from a single year’s
contractor data and inputs from the OSPCM. The OSPCM inputs
were not included as part of the mitial (ling with us. When
witness Caldwell was asked in deposition to provide the inputs,
BellSouth changed its calculation method to melude RTAP data
and admitted that no documentation existed to substantiate the

OSPCM mputs. This gives us some concern as to the stability of
BellSouth’s underlying analysis. An unstable premise may lead to
an unstable conclusion.

Furthermore, we share witness Donovan's coneern that reliance on
a single year’s data could potentially skew results. We also have
difficulty reconciling witness Caldwell’s admission that
BellSouth’s engincering factors are lincar loadings since we
specifically determined in Order No. PSC-01-1181-FOI-TP that
such factors generate questionable results when deaveraged rates
are the intended outcome because they preclude cconomies of
scale. See Order at p. 282,

Order No. PSC-02-1311-FOF-TP, Florida Public Service Commission, In re:
Investigation into pricing of unbundled network clements. (BellSouth Track), Docket No.
99649A-TP. page 14,

63 R . ) .. . . .
DT 01220 Investigation by the Departiient of Telecommunications and Eneray on
its own Motion into the Appropriate Pricing, based upon Total Element Long-Run
Incremental Costs, Tor Unbundled Network Elements and Combimations of Unbundled
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102, There is every reason to expecet that similar “learning curve™ issues will
recur if the Commission adopts new standards for implementing TELRIC in this
praceeding, In fact, because at least some of the proposals in the NPRM would seem to
require parties to rely more heavily on 1LEC data - exacerbating the advantages the
ILECs will enjoy as a result of the asymmietry i information discussed at length above -

these learning curve issues are likely to be more severe.

103, The ILECs™ Opening Comments also resurrect an old argument, i¢.. that
substantially different rates from state-to-state somcehow indicate that there is a
fundamental problem with the Commission™s current TELRIC standard. This is a flawed

argument on both policy and technical grounds.

104, First. as the Comumission 1s aware. the 1996 Act gives states substantial
autonomy in apphving the federal standards, Clearly. by granting the states this power.
Congress anticipated that different states might choose to implement the standards in
different ways, which could result in different UNI rates even for simifarly situated

customers.

105, Sceond, as noted above, there has been substantial uncertainty about how
to apply TELRIC. This uncertainty has arisen because states have had to transition from
embedded cost-based rate regulation (even price cap regulation is grounded in embedded
costs) 1o a torward-looking cost standard, and because there has been significant
uncertainty about how the FCC would handle certain aspects of TELRIC, and the extent

to which its decisions on these 1ssues would be upheld by the courts.

Network Elements, and the Appropriate Avoided-Cost Discount for Verizon New
England, Inc. d/b/a Verizon Massachusetts” Resale Services in the Commonwealth of
Massachusetts, at page 19,
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106.  Third. the findings m each state are necessarily a function of the discovery
material produced in that state, the particular types of evidence submitted in cach state,
the quality of the witnesses appearing for cach of the parties in that state, the experience
and sophistication of the staffs in v;n'ious states, and the resources that these staffs had
available to them to undertake in-depth analyses of the evidence submitted. Based on my
extensive participation in state proceedings around the country. this aspect of TELRIC

procecdings varies widely.

107, Most significantly, it is well known that UNE rates are substantially
alfected by real-world differences in population density, topography. and customer usage
charactenistics (e g . dial equipment minutes per lime. nux ol tocal, mtra-LATA and inter-
LATA watlicy. Eardy 1LEC eriticisms about different UNE rates for two ILECs operating
ina given state were shown to be completely unfounded when one controlled for
differences in these Lactors, [Uis therefore no surprise that legitimate differences in these

lactors would Tead to significant differences in UNE rates.

[0S, Recent state commussion decisions revising UNE rates appear to be
converging in terms of the ways in which the individual states are implementing the
Commission’s TELRIC standard. This suggests that consistency in how to apply the
current TELRIC rules is beginning to emerge. For this reason, too, any significant

modification in the Commission’s TELRIC rules is likely to lead to another period of

widely divergent interpretations, rather than to more uniformity across states.
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